United Way of Anerica Response to

Senat e Fi nance Committee Wiite Paper on Proposed Nonprofit Reforns

The following outlines United Way of America’s (UWA's) position on
nost of the itens in the Senate Finance Conmmittee Wite Paper.

A EXEMPT STATUS REFCRMS

1.

Five Year review of tax exenpt status by the IRS

UMWA supports this proposal as long as it does not becone
overly burdensone with regard to paperwork, and does not
i nvolve the inposition of new fees on nonprofit organi zati ons.

The gathering and making public of information such as best

practice policies and audited financial statenents wll allow
the public to see nore clearly the activities of a nonprofit
than is currently possible from the Form 990. It will also
all ow nonprofits to learn from each other by conparing best
practices and adopting those that are simlar. However, the
i mposition of a processing fee to cover the cost of processing
the information is something we cannot support. Such a fee

woul d i npose added cost on nonprofit operations, which would
bring even nore criticism of “overhead” costs and would be
viewed by nost as a “tax” on nonprofits, regardl ess of what it
is called.

Donor Advi sed Funds ( DAF)

1. Traditionally, the United Way experience in DAF
contributions has been with cash and publicly traded

securities. However, we believe that allowing only
contributions of cash or publicly traded securities would
be too limting and would prefer that the legislation

reflect a plan for accepting alternatives.

2. W agree with the intent and | anguage of the grant-naking
l'imtations.

3. W agree with the intent of acknow edgenent of |ack of
private benefit but would hope for better definition of
“private benefit” to elimnate any confusion.

4. A though we can appreciate the intent of |Item 4—+he payout

requirenent-we feel that it is too limting to be
appropriate. Qur experience with DAF indicates that sone
donors wuse them as a vehicle for wndfall profit

distribution and want to see a much higher rate of
distribution; others want to see their principal grow
until it is sizeable enough to have significant inpact.
By setting the payout requirenments to match those of
foundations, it appears that the gift would exist until
perpetuity. This is not the intent of nmany DAF



contributors. W suggest that the 5 percent rule—f
necessary—be applied to the total distribution of the
charitable fund, not the distribution of any single
i ndividual . There should be sone specific guidelines that
regul ate individual donors (sonme organizations use a
seven-year activity cycle), but in our opinion the five
percent rule is too limting for an individual.

5. It is not clear whether this |anguage defines activities
as including contributions. If other definitions are in
pl ace, this may be redundant and confusi ng.

6. This request is reasonable although it would hurt those
who use their DAF to support anonynous gi Vi ng.

7. The proposed nethod of identifying nondonestic outlets for
charitable contributions allows for necessary consistency
in nondonestic giving. The IRS list will need to be
vigilantly nmaintained in order to support current gl oba
charitabl e needs.

8. W agree with the intent and | anguage of the grant usage
(for pledge fulfillment) and feel this is an inportant
conponent of the |egislation

9. W agree with the intent and |anguage of the investnent
manager hiring practices.

10. W agree with and find very reasonable the intent and
| anguage of the grantee selection due diligence costs
limtations.

11. W agree with the intent and | anguage of fee limtations
for DAF referrals and transfers.

Supporting O ganizations

Al though we have |limted experience within the United Wy

systemwith Type Il supporting organi zations, we believe that
there may be abuse in this aea when individuals attenpt to
bypass the regulations of foundation distributions. Ve
suggest the following verbiage: “Elimnate Type 111

supporting organi zati ons except those set up between two non-
profit organizations.”

Revi se exenption standards for credit counseling organizations

UWA has no position on this issue at this tine.

Revoke exenpt status for accommobdations to tax shelters

UMA supports this proposal in principal, but the nethods
devel oped by the IRS for determ ning whether accommodati on has
occurred will determne whether or not it can be fully
supported. One i medi ate suggestion for inproving the idea is
to add the word “knowi ngly” to the first sentence so that it

would read, “... determined by the IRS to be Kknow ngly
accomodating parties.. If a nonprofit can denonstrate that



it did not know it was party to such a transaction, it should
not be penali zed.

B. I NSIDER DI SQUALI FI ED PERSON REFORMS

A disqualified person is any person in a position to exercise
substantial influence over the affairs of a nonprofit or famly
menbers of such a person. The definition includes the
organi zation’s president/CEQ CFO and board nenbers.

1. Apply private foundation self-dealing rules to public
charities and nodify internediate sancti on conpensation rul es

UWA has no position on this issue at this tine.
2. Expand definition of disqualified person
UMWA has no position on this issue at this tine.

3. Increase taxes for self-dealing, jeopardizing investnents, and
t axabl e expenditures

UMWA has no position on this issue at this tine.
4. Conpensation of private foundation trustees

UWA has no position on this issue at this tine.
5. Conpensation of disqualified persons

UM agrees that salary levels of hi ghly conpensat ed
i ndividuals should be subject to regulatory oversight and

board approval. However, it believes that with respect to
public charities, t he i nternedi ate sancti ons provi de
suf ficient safeguards on conpensation |evels. Those
regul ati ons i npose penalties on individuals recei vi ng

conpensation outside of nmarket |evels and require board review
and approval of such conpensation in order to avoid director
liability. This regulatory schenme requires organizations to
exam ne and benchmark conpensation |evels on an annual basis
in conjunction with expert outside consultants. Additionally,
the public disclosure rules currently in place already require
t he conpensation |evels of the top managers and the corporate
officers to be reported in the 990.

It is difficult to coment on the proposal to require
addi tional supporting information for highly conpensated
i ndividuals without nore specificity about the nature of such
materi al s. However, to the extent that the proposa
contenplates mandating |IRS review and approval of salary
levels, this would be difficult to effectively admnister in
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light of the nyriad of factors that affect the reasonabl eness
of conpensation |evels. Such factors include position
responsibilities, performance |evels, organization size and
mar ket conditions which may be difficult to accurately assess
at the regulatory |evel. Attenmpts to inpose such a
requirenment are likely to result in a standardization of
salary levels that would hinder the ability of charities to
attract and retain top talent.

GRANTS AND EXPENSE REFORMS

1

Tr eat ment of adm ni strative expenses of nonoper at i ng

f oundat i ons

D

United Ways as a system have |low admnistrative costs
(approximately 12.7 percent, according to our |atest data).

However, establishing a specific percentage for maxi num
adm ni strative costs (e.g., 35 percent of total expenses) nay
be a dangerous precedent for some organizations wth
legitimate reasons for having higher admnistrative costs.

Some administrative functions, including internal audits for
exanple, are necessary to assure proper stewardship of
nonprofit resources. In the context of private, non-operating
foundations, this rule would not affect nost nonprofits, but

once established, it may lead to establishnent of such a rule
for other/all nonprofits.

Encourage additional grant-naking by foundations

UMWA has no position on this issue at this tine.

Prohi bit foundation grants to donor advised funds

UMWA has no position on this issue at this tine.

Limt armounts paid for travel, nmeals and accommodati ons

UWA appreciates and endorses nore stringent standards for
travel / neal / acconmopdat i ons expenses. W would be interested
in verifying the limtation definitions surrounding nmarket
equity and events. For exanple, neal and acconmopdati on costs
vary greatly between markets (NYC hotel costs do not conpare
with those in Springfield, M). Also, this legislation does
not appear to include event costs.

FEDERAL- STATE COORDI NATI ON OF ACTI ONS AND PROCEEDI NGS

1

Establ i sh standards for acquisitions/conversion of a nonprofit

UMWA has no position on this issue at this tine.



2. Provide states the authority to pursue federal actions

UM\ agrees that there should be coordinated oversight of
charities at the federal and state |evel. Currently, state
| aws gover ni ng charities vary from jurisdiction to
jurisdiction and are enforced in an uneven nanner. However
providing states the authority to pursue federal violations
may create even (greater inconsistencies in enforcenent
activities. Rather than giving states the authority to pursue
federal violations, states should be encouraged to adopt nore
uni form standards for the operation of charities.

E. I MPROVE QUALI TY AND SCOPE OF FORMS 990 AND FI NANCI AL STATEMENTS

1. Require signature by Chief Executive Oficer

UWA agrees that the CEO should be responsible for establishing
policies that will ensure that the 990 is prepared correctly.
This is a nenbership requirenent for all United Ways.
However, many CEGs do not possess the expertise to determne
whet her the Form 990 conplies with the IRS code. Therefore,
UM recommends that both the CEO and the CFO sign this
statement. The CFO is usually better positioned to understand
whet her the information is “true, correct and conplete.” The
CEO s supervision of the CFO serves as his/her nmethod for
establ i shing policies that ensure proper preparation.

2. Penalties for failure to file conplete and accurate 990

Adding a separate penalty for “each failure to include

required information” is nore stringent than is necessary,
particularly for what in many cases could prove to be sinple
oversi ghts. Before increasing financial penalties or adding

new ones, we recommend that the |IRS enforce the current
penalties allowed to them Al so, the 990 form nust be revised
so that commonly missed “boxes” (like “Joint Costs,” currently
sandwi ched between parts Il & Ill; question # 75, currently
hiding at the bottom of page 4 below part V, etc.) are
repositioned in nore prom nent places on the form

3. Penalty for failure to file tinely 990

UMWA agrees with this proposal. Qur own nenbership standards
require all United Ways to file within 9 nonths of the end of
the fiscal year, which is only 15 days nore than the proposal
so it should not be difficult for our nmenbers to conform

4. HEectronic filing



UMA agrees with this proposal. However, it should be noted

that it wll take tine to inplenent electronic filing
successful ly. Even if the IRS is capable of accepting forns
electronically by 2006, wutilization may still be very |ow
because there are currently too few software providers wlling
to create lowcost, user-friendly software that wll assist

nonprofits in preparing an electronic form
5. Standards for filing

UMWA has al ready established such standards for its nenbership.
However, because of the genuine differences between various
types of nonprofits, there will need to be a nunber of
variations on the standards. It may serve the public best if
broad, general standards are created and then, where specific
groups of “simlarly situated charities” exist (e.g., United
Ways, YMCAs, Red Cross Chapters, etc.), they self-inpose
sector specific standards that have been “approved” by the
| RS.

6. Independent audits or reviews

UMWA agrees with the proposal to require financial audits for
organi zations with gross receipts in excess of $250,000 and
reviews of organizations with gross receipts between $100, 000
and $250, 000. W already hold our nenbers to a higher
st andar d. G ven the 990 requirenent to reconcile differences
with financial statenents, such a requirement would help
assure the accuracy of financial information reported on the
990.

UMWA does not support separate certification of an auditor
review of the 990 and/or annual financial reports because they
contain nonfinancial information with which they have no
experti se.

Al so, while UMWA has al so reconmended that nenbers attenpt to
change auditors every three to five years, we cannot support a
requirenent to change every five years because in snal
conmunities there may be only one auditor who will do audits
for nonprofits. Thus, neking the change mandatory nmay be an
i npossi bl e standard with which to conply.

7. Enhanced disclosures of related organizations and insider
transactions

W agree with this proposal. Geater disclosure will create
greater transparency and accountability.

8. Disclosure of performance goals, activities, and expenses in
Form 990 and in financial statenents



F

W agree with the spirit of this proposal. Qur new nenbership
standards advocate including this information as an attachment
to Section IIl of the 990. W consider Section IIl to be the
nost inportant part of Form 990 because it helps donors
determne if United Ways are acconplishing their goals and are
therefore worthy of the donors’ continued support. However,
given that the 990 is a docunent intended to report on
hi storical results of operations, we do not believe that this
is the proper instrument to be used by an organization to
describe its goals prospectively.

Di scl ose investments of public charities

UMA has strong concerns with this proposal because of the
potential burden it may place on charities. For nonprofits
wth extensive trading activity, the additional burden of
reporting on each transaction could prove to be extrenely

costly. In addition, nost nonprofits have sone form of
i nvestnment but, because it is not a primary part of their
daily business, they often “outsource” managenent of

investments to companies that specialize in this activity.
Wiile it is common for the nonprofit to establish a policy
regarding the type of instrunents that are invested in, it is
uncommon that restrictions are placed on the specific issuer
of the instruments traded. They may unknowi ngly be investing
in entities that donors would react adversely to and even
cause them to w thdraw support. In addition, for nonprofits
wth extensive trading activity, the additional burden of
reporting on each transaction could prove to be extrenely
costly.

PUBLI C AVAI LABI LI TY OF DOCUMENTS

1

D sclosure of financial statenents

UWA supports this proposal. More disclosure, in the right
format, <creates greater transparency and accountability.
However, please note that many nonprofits have already begun
to voluntarily disclose their financial statenents (we
reconmend it to our nmenbers as a transparency “best practice,”
and thus, legislation may not be necessary).

Web site disclosure

UMA supports this proposal, but we wonder why financia
statenents would be required for five fiscal years while 990s
are required to be nmade public for only three.



4.

Publ i cati on of final determ nations

UA supports this proposal if an exception is nmade for
voluntary disclosures to the IRS, thus protecting the identity
of the organization that wllingly admts its errors and
voluntarily takes corrective action.

Require public disclosure of Form 990-T and affiliated

organi zation returns

UWA supports this proposal

Require public corporation filing of charitable giving return

UWA opposes this proposal. It may place an undue burden on
public corporations, causing them to |limt their giving to
nonprofits.

G ENCOURAGE STRONG GOVERNANCE AND BEST PRACTICES FOR EXEMPT

CRGANI ZATI ONS

1

Board duties

UMWA recommends that provisions establishing federal liability
for breach of board nenber duties be stricken from any
proposed | egislation. Such provisions may negatively inpact a
charitable organization’s ability to recruit good board
menbers. Current statutes al ready address crimnal acts.

Conpensat i on: UWA  supports efforts to subj ect
conpensation to additional oversight provided that this is
only an expansion of what is already in the Form 990 (Part
1l & Schedule A) and that such provisions provide
sufficient flexibility to allow executives to set pay
| evel s for individual enployees. It also should be noted
that conpensation levels are already subject to regulatory
oversight through the internediate sanction rules in Part
[1l in Schedule A

To ensure that the board as a whole is not weighed down
with the admnistrative details of the executive
conpensation process, it is recommended that charitable
boards have the ability to designate Dboard-I|eve
conm ttees, such as an executive commttee or an executive
conpensation committee. This would include the authority
to manage the executive conpensation process, including
hiring and oversight of the activities of a conpensation
consul tant.



Al so, because the board often does not directly interact
with each nenber of the nmanagenent team it has limted
ability to make an informed decision about each nenber’s
conpensati on. UM recommends that the board approve
salary ranges for all managenent positions. The ultinmate
conmpensation decision would remain within the charitable
organi zation's staff hierarchy.

“The Board nust establish basic organizational and
managenent policies and procedures of organization and
revi ew and proposed devi ations.”

This provision would interject the board into the day-to-
day operations of the organization, a practice that does
not provide additional accountability but, rather, could
hanper the efficient wor ki ngs  of the charitable
organi zati on

“The Board nust establish, review, and approve program
obj ectives and performance neasures and review and approve
significant transactions.”

UWA supports this proposal

“The Board must review and approve the auditing and
accounting principles and practices used in preparing the
organi zation’s financial statenments and nmnust retain and
replace the organization’s independent auditor. An
i ndependent auditor nust be hired by the Board and each
such auditor nmay be retained only five years.”

UWA supports this idea provided the board be given the
flexibility to delegate this function to a board-|eve

Finance and Audit Committee. By charging all board
menbers with the responsibility to review and approve
fi nanci al practices and st andar ds and hire the

organi zation’s independent auditor, the Senate Finance
Conmittee may restrict the types of individuals who woul d
agree to serve on charitable boards to certified
pr of essi onal account ants.

Wil e WA has al so reconmended that nenbers seek to change
auditors every three to five years, we cannot support a
requirenent to change every five years because in snall
communities there may be only one auditor who wll do
audits for nonprofits. Thus, making the change nandatory
may be an inpossible standard with which to conply.

“The Board nust review and approve the organization’s
budget and financial objectives as well as significant
i nvestnments, joint ventures, and business transactions.”



2.

UWA supports this proposal

“The Board must oversee the conduct of the corporation’s
busi ness and evaluate whether the business is properly
managed. ”

Boards are already responsible for such oversight. UVA
supports board oversight over the conduct and eval uation
of the organization's business through its eval uation of
the chief executive.

“The Board nust establish a conflicts of interest policy
(which would be required to be disclosed with the 990),
and require a summary of conflicts determ nations nade
during the 990 reporting year.”

Potential conflicts involving several specific types of
activities are already required to be disclosed in part
Il of Form 990 (question #2). Certainly, it is inportant
for the charitable organization to be aware of these
conflicts of interest so that it mnakes proper decisions.

However, by disclosing a summary of each conflict
publicly, the charitable organization nmay be raising
public concern where none is really warranted if the
organi zation takes appropri ate neasures to nmanage them

“The Board nust establish and oversee a conpliance program
to address regulatory and liability concerns.”

A program to oversee regulatory and liability concerns is

a good practice for charitable organizations. However,
not all board nmenbers have the |egal expertise to do this
work effectively. UM recommends that the charitable

organi zati on as a whole be charged with this work and that
the board be nade famliar with the program via staff
reports.

“The Board nust establish procedures to address conplaints
and prevent retaliation agai nst whistlebl owers.”

It is sound business practice to establish a grievance
pr ocess. However, since this activity is operational in
nature, it is recomended that the board be charged with
establishing general policies on whistle blowing, while
staff (i.e., the general or |egal counsel) be charged with
i mpl ementing policies established by the board. Such a
process nmust guarantee that whistleblowers are protected
to the full extent of the | aw.

Board conposition

-10-



UWA opposes limting boards to a maxi num of 15 menbers. This
range is too small for a charitable board to do its work
effectively. The boards of nost charitable organizations
conduct their business via board-level commttees. Conmon
conmttees cover such areas as finance, governance, human
resources and conpensation, program and resource devel oprent.
By limting the nunber of board nenbers to 15, the Senate
Finance Commttee may hinder the effective functioning of
board-level commttees. Also, for nmany organizations,
maintaining representation from each of the various
constituent groups in a community requires a |larger board.

Board/ O fi cer Renova
Prohi bition on Services
UWA supports this proposal
IRS Aut hority

UWA opposes this proposal. This provision effectively
renoves the board’ s ability for self-governance. Wile it
is noted that the situations cited in the recomendations
are serious breaches, the Senate Finance Conmttee could
mnimze these instances by requiring that the boards of
charitable organizations include provisions for the
renoval of board nenbers and officers in their bylaws
(which many of them already do). If the charitable
organi zation then violates this provision, then the IRS
woul d have the ability to pursue corrective action

CGover nment Encour agenent of Best Practices

UMWA strongly supports sharing and pronotion of Best Practices
within the nonprofit sector but because the IRSis primarily a
| aw enforcenment agency, they are not a good choice for
pr onot er .

Accredi tation

UWA opposes governnent mandated accreditation because there
are genuine operating differences between nonprofits (e.g. a
United Way is very different from a Red Cross Chapter).
Rather, we believe that the public is better served by
nonprofits self-inposing stringent operating standards. UWA
al ready inposes strict standards on its nenber organizations.

Those that do not conply lose their status as a United Wy
menber. These standards do not conflict with separate, state-
| evel accreditation efforts. United Way of Central Maryl and

for exanple, is one of just 44 organizations that have been
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accredited by the Maryland Association of Nonpr of i t
Organi zations’ Standards for Excellence Institute.

6. Establish prudent investor rules

UMWA has no position on this issue at this tine.

H  FUNDI NG OF EXEMPT ORGANI ZATI ONS AND FCR STATE ENFORCEMENT AND
EDUCATI ON

UM is generally supportive of the funding suggested by the Wite
Paper but strongly opposes generating such funding with a filing

fee for the Form 990 or increased penalties. Unlike for-profit
organi zations, nonprofits are not able to pass on added costs to
the consuner. Nonprofits exist at the will of donors who are

already critical of operating costs, which would be increased by
such mandatory fees. Any required funding should be provided from
appropriations.

. TAX COURT EQUI TY AUTHORI TI ES, PRI VATE RELATOR AND VALUATI ON

1. Tax Court Equity Authorities

UWA opposes this proposal. The provision of equitable powers
to the tax court to substitute trustees, divest assets and
enjoin activities hinders the ability of an organization to
govern itself and exercise business judgnents. Courts woul d
be placed in the position of being able to substitute their
judgnment for that of the governing body specifically chosen
for that purpose. This would force organizations to mneke
busi ness decisions that are not necessarily in the best
interests of the organization, but rather to avoid judicial
review and potential exposure. Wile arguably this my be
appropriate in extrenely egregious situations, it should not
be a readily availabl e renedy.

2. Private Action — Directors

Allowing directors to sue on behalf of an organization at the
organi zation’s expense is a remedy that could be subject to
great abuse. Aggrieved board nenbers could use this as great
| everage to influence or gain control over board actions. The
threat of Ilegal action and paynent of Ilegal fees could
i nappropriately beconme the deciding factor in business
deci si ons. If this proposal is adopted, appropriate
saf eguards and standards should be in place to prevent such
abuse. This private action should be a last resort for
directors who have exhausted all organizational provisions for
gri evances
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3. Private Rel ator Action — | ndividual

UWA supports the proposal to assess a filing fee and fines for
frivolous filing of conplaints against nonprofits.

4. Valuation Resol ution

UMWA has no position on this issue at this tine.
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